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BUSINESS FINANCING IN THE DEFENSE PERIOD
American business concerns are currently
spending an unprecedented amount for en-
largement and modernization of productive
facilities. At a time when Government pur-
chases of military equipment are making
increasingly large demands on labor and
on many materials already in short supply,
such large business capital expenditures are
a source of inflationary pressures. Though
the increased production made possible by an
expansion of plant and equipment will help
to moderate inflationary tendencies at some
future time, the immediate effect of large
capital outlays is to accentuate such forces.
If plant and equipment outlays, together
with increased working capital requirements,
prove during 1951 to be as large as or larger
than currently contemplated, business financ-
ing requirements will be greater than in 1950.
Some concerns will rely heavily, as they have
in recent years, upon retained earnings and
current depreciation accruals in meeting
these requirements. A larger number than
in recent years, however, may have to obtain
funds through bank loans and security issues.
While the over-all business financing out-
look for 1951 is one of somewhat greater
dependence upon external sources of funds,
the degree of dependence will vary among
individual companies and, to a certain extent,
among major industries. For those com-
panies and industries that are largely depend-
ent upon external financing, the availability
of funds from commercial banks and other
financing institutions may ultimately deter-
mine whether or not projected capital ex-
penditures will be made.
Credit and monetary measures are exert-
ing a restraining influence upon the avail-
ability of short- and long-term business
funds. Some further reduction in the sup-
ply of such funds to finance nonessential
capital expenditures is expected as a result of
the Voluntary Credit Restraint Program, in
which many commercial and mutual savings
banks, life insurance companies, savings and
loan associations, and investment bankers are
actively participating. These restraining in-
fluences, by diverting credit from nonessen-
tial to defense and defense-supporting uses,
can help to lessen inflationary pressures.
PLANT AND EQUIPMENT EXPENDITURES
During the past year and a half business
concerns have been revising their plant and
equipment expenditure plans upward. Re-
visions made in the early part of 1950
reflected improved business prospects that
accompanied the accelerated recovery from
the moderate recession of the preceding year;
subsequent changes were made largely in
response to developments following the in-
vasion of South Korea.
Part of these post-Korean revisions in capi-
tal expenditure programs represented addi-
tions to defense and defense-supporting pro-
ductive facilities and were undertaken in
accordance with Government policy, as out-
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lined in the Defense Production Act of 1950.
At the same time, a substantial number of
capital expenditure programs for nondefense
purposes were also revised upward on
the basis of businessmen's expectations of
high levels of activity and employment for
some years to come, of strong private de-
mands for goods and services of all types, of
large current and prospective profits, and of
future material shortages and further price
increases.
Current capital expenditure program. A
survey conducted by the Department of Com-
merce and the Securities and Exchange Com-
mission during the first quarter of 1951
revealed that business concerns are anticipat-
ing expenditures on new plant and equip-
ment of nearly 24 billion dollars during 1951.
Such expenditures, if realized, would repre-
sent an increase of 11 per cent from the sea-
sonally adjusted annual rate in the fourth
quarter of 1950, and would be almost 25
per cent above the previous all-time record
of 19.2 billion dollars in 1948.
Anticipated increases from 1950 to 1951 in
plant and equipment expenditures of major
industries range from 45 per cent in manu-
facturing to 10 per cent in the commercial
and miscellaneous group, as shown in the
table. With the exception of transportation
other than railroads, all major groups are
expecting to spend as much or more on new
plant and equipment during 1951 as in any
previous postwar year. Part of the antici-
pated increase in business capital outlays re-
flects higher prices rather than an increased
physical volume. Estimates indicate, how-
ever, that on an over-all basis the increase in
physical volume of business capital formation
could be as much as 20 per cent.
Whether actual expenditures on new plant
and equipment during 1951 will eventually
prove to be more or less than those cur-
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rently anticipated will depend on a number
of factors. Comparisons of anticipated with
actual capital expenditures in previous years
indicate that business concerns tend to under-
estimate the effect of price changes and to
exclude relatively small, though often nu-
merous, capital outlays. Thus, in years of
increasing economic activity and rising
prices, actual expenditures tend to exceed
anticipations, sometimes by substantial
amounts. Such may again be the case in
1951, though two important forces will oper-
ate to prevent it. For one thing, some less
essential capital expenditure programs may
be curtailed or postponed by Government
restrictions or by lack of necessary materials
and equipment. For another, unavailability
of financing because of tighter credit and
capital market conditions may prevent the
realization of expenditure anticipations.
Nevertheless, a sizable proportion of planned
business investment will not be affected by
such factors, since it is defense supporting
and is being encouraged by the Government.
Expansion for defense purposes. On an
over-all basis, it appears that defense or de-
fense-supporting industries will account for
perhaps half of the business plant and equip-
ment expenditures anticipated for 1951. In-
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eluded among the defense-supporting indus-
tries are: electric and gas utilities, railroads,
other transportation, and mining, which to-
gether expect to make capital outlays totaling
6
l/2 billion dollars. In addition, planned ex-
penditures by the chemical, petroleum refin-
ing, electrical and other machinery, steel,
and other transportation equipment groups,
whose operations may be assumed to be
closely related to defense activities, are esti-
mated at 6 billion dollars. It should be noted,
however, that not all capital expenditures
in these industries are necessarily defense
supporting.
While the remaining half of the planned
capital expenditures of business undoubtedly
includes some defense-connected investment,
there is a substantial amount of nondefense
plant expansion that possibly could be de-
ferred. For example, a major part of the 5.4
billion dollar expenditure anticipated by the
commercial and miscellaneous group might
be classed as nonessential and deferrable. In
view of the high level of capital expenditures
reached during the first quarter of 1951, there
is some question as to how much reduction
in nonessential expenditures will be effected
during the remainder of the year. Many
difficulties will necessarily be encountered in
cutting back construction and equipment
purchases for which contracts have already
been let or on which work has already begun.
INTERNAL FINANCING OF BUSINESS
INVESTMENT
Throughout the postwar period business
concerns have expended large amounts on
new plant and equipment and in most years
have added substantial amounts to their in-
ventories, receivables, and liquid assets. A
large proportion of total business investment
has been financed with funds obtained in-
ternally—primarily retained profits plus de-
preciation accruals. For nonfinancial cor-
porations in the aggregate about three-fifths
of 1946-50 financing requirements was met
with internal funds.
In 1950, as shown in the table, nonfinan-
cial corporations invested more than 17 bil-
lion dollars in new plant and equipment and
another 17 billion in inventories and receiv-
ables. The latter investment reflected largely
the sharp rise in prices and expansion of
activity during the second half of 1950. It
contrasts with the situation in 1949 when,
as is characteristic of a period of contraction,
inventories and receivables were liquidated
on balance and provided, rather than ab-
sorbed, business funds. Net purchases of
tax notes and other United States Govern-
ment securities during 1950, amounting to
3.6 billion dollars, were larger than in any
previous postwar year, while corporate hold-
ings of cash increased by 1.0 billion.
USES AND SOURCES OF CORPORATE FUNDS, 1948—50
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1 Excludes banks and insurance companies.
2 Less than 50 million dollars.
Source.—Department of Commerce, Securities and Exchange
Commission, and Federal Reserve.
Retained profits plus depreciation accruals
provided about 50 per cent of total funds
used by nonfinancial corporations in 1950,
while current income tax accruals, funds
obtained from bank loans and new security
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issues, and trade credit each accounted for
15 to 20 per cent of total funds.
With the substantial increase in their ex-
penditures on plant and equipment contem-
plated for 1951, business concerns will have
to rely upon relatively permanent forms
of financing to a much greater extent than
during 1950, when additions to inventories
and receivables accounted for more than two-
fifths of their total uses of funds. Included
among the more permanent forms of financ-
ing are current retained earnings and de-
preciation accruals, previously accumulated
liquid assets, and proceeds of security issues
and long-term insurance company loans.
Corporations will account for most of the
anticipated increase of 5.3 billion dollars in
business expenditures on plant and equip-
ment. However, their retained earnings and
depreciation accruals are likely to increase
only slightly, and there is little likelihood
that corporations in the aggregate will fi-
nance their increased capital expenditures
from previously accumulated holdings of cash
and United States Government securities.
Funds from operations. Corporate profits
before taxes increased sharply during 1950,
from a seasonally adjusted annual rate of
27.6 billion dollars in the fourth quarter of
1949 to about 50 billion in the fourth quarter
of 1950, as shown in the chart. This rise
in profits reflected both an expansion of
sales volume and a widening of profit mar-
gins. For the 200 large manufacturing cor-
porations whose sales, earnings, and divi-
dends are published regularly in the BULLE-
TIN, the ratio of profits before taxes to sales
was 18 per cent in 1950, a higher proportion
than in any year since 1941. Despite an
increase in maximum Federal normal in-
come and surtax rates, the imposition of an
excess profits tax, and a record level of divi-
dend disbursements, retained profits of all
corporations totaled 13.4 billion dollars in









Quarterly figures at seasonally adjusted annual rates.
Source.—Department of Commerce.
Should profits before taxes remain near
the fourth-quarter 1950 level during the cur-
rent year, retained profits are likely to be
only slightly above the 1950 average level.
Even without any further increase in present
corporate tax rates, the proportion of profits
paid out in Federal income and excess profits
taxes will be larger in 1951, since the higher
tax rates, which were effective on only half
of 1950 income, will apply to all of 1951 in-
come. Dividends may be reduced somewhat
from the 9.4 billion dollar total for 1950 be-
cause of large corporate requirements for
funds. However, the probable need for
raising equity capital from outside sources
will exert pressure on corporations to main-
tain dividend payments at as high a level
as possible.
Depreciation allowances have been increas-
ing throughout the postwar period, reflecting
the addition to fixed assets of higher cost
plant and equipment. This trend will con-
tinue in 1951. Furthermore, accelerated de-
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preciation will begin to apply on those
defense-connected facilities that have been
granted certificates of necessity. As of May
4 such certificates had been issued on 1,235
projects, involving gross expenditures of 5.2
billion dollars and permitting amortization
over a five-year period of 3.8 billion—an aver-
age of 73 per cent.
Other internal sources. In addition to
retained profits and depreciation allowances,
an important though temporary source of
funds is provided in years of rising taxes
through deferral of income tax payments.
Corporations deduct from current income
the tax liability on that income, but they
actually pay out only the smaller amount
due on the previous year's income. In 1950
current tax accruals exceeded tax payments
by 7.7 billion dollars; in 1951 the figure will
be substantially higher. However, such
funds are generally used to increase cash
holdings or to purchase United States Gov-
ernment securities, especially tax notes; if
used for other purposes such as the financing
of capital expenditures, provision must be
made to replace the funds when tax pay-
ments fall due.
Any further increase in output and em-
ployment in 1951, particularly if accom-
panied by some additional price rise, may
well be reflected in larger receivables and
inventories, especially in connection with
armament production, and may necessitate
accumulation of additional cash. Moreover,
the fact that tax accruals will be sharply
higher in 1951 can be expected to increase
corporate demand for short-term Govern-
ment securities. Thus it appears doubtful
whether corporations in the aggregate will
finance any appreciable portion of 1951 re-
quirements by drawing down their holdings
of cash and Governments as in 1946 or by
liquidating inventories and receivables as
in 1949. Liquidation of inventories by com-
panies that built up excessive stocks dur-
ing the latter part of 1950 and early 1951
may free some funds; however, to the extent
that the inventory accumulation was origi-
nally financed with bank or trade credit,
funds obtained from such liquidation would
presumably be used to pay off debt rather
than to finance capital expenditures.
EXTERNAL FINANCING
With aggregate funds from operations ex-
pected to increase relatively little during
1951, business concerns may have to rely
heavily upon external sources of funds to
finance a substantially larger volume of capi-
tal expenditures. Whether they will actually
realize, through bank borrowing and the
sale of new securities, the volume of external
financing that current estimates of their
financial needs imply depends in large part
on the availability of such funds. So far
as defense contractors, subcontractors, and
others closely associated with the defense pro-
gram are concerned, the Government may
be expected to develop means of assuring
needed funds, from either private or public
sources.
During the first quarter of 1951 corporate
security issues for new capital, as shown in
the table, totaled 1.6 billion dollars, compared
with 1.1 billion in the same period of 1950.
CORPORATE SECURITY ISSUES FOR NEW CAPITAL













































Source.—Compiled by Federal Reserve from Securities and
Exchange Commission data.
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In April, despite uncertainties in the capital
markets and postponement of several large
issues, nearly 700 million dollars of new cor-
porate securities were publicly offered or
privately placed.
While figures for corporations in the ag-
gregate indicate substantial reliance upon
funds from external sources, the extent of
such reliance varies greatly among individual
companies and industries. In recent years
such industries as railroads and electric and
gas utilities, which financed the major part
of their capital expenditures with funds
obtained externally, accounted for more than
half of total corporate security issues for new
capital.
Despite a higher level of stock prices this
year than last, the relative costs of equity and
debt capital—as reflected by their respective
yields—still favor the latter. Increased cor-
porate surtaxes and the excess profits tax
are additional factors favoring debt financ-
ing, since interest costs are either wholly or
partially deductible in computing these taxes.
Consequently, it is anticipated that debt
financing will continue to predominate,
though many corporations may seek funds
through stock issues in order to maintain
balance in their capital structures.
Some corporations may prefer commercial
bank term loans to security issues since, in
periods of defense activity, their longer-run
working capital requirements are indeter-
minate, and the term loan is a relatively
flexible financing arrangement. It has been
suggested that manufacturing corporations
may find bank term loans particularly suited
to the financing of facilities subject to accel-
erated amortization. However, no extensive
substitution of term loans for security issues
in financing plant and equipment should
be expected for this reason, since accelerated
amortization may not provide borrowers
with enough additional funds to meet the
large annual serial repayments on such loans.
Very few concerns are being permitted to
amortize more than 50 to 80 per cent of their
new facilities within five years; and even if
they were, such amortization would increase
funds available for rapid debt repayment
only to the extent of the tax savings involved.
Present indications are that the Govern-
ment will again follow the World War II
practice of prohibiting companies from rais-
ing their prices in order to recover the
amount of their increased annual deprecia-
tion charges. Furthermore, one of the prin-
cipal advantages offered by term loans, as
contrasted with bond issues, in the early post-
war years has largely disappeared, now that
the gap between long- and short-term inter-
est rates has narrowed considerably.
Consequently, for purposes of financing
capital expenditures, it is likely that most
borrowers will continue to prefer the fif-
teen- or twenty-year obligation sold to long-
term investors, with its smaller annual re-
payments, to the five-year, or in exceptional
circumstances ten-year, loan available at com-
mercial banks. The amount of both types of
borrowing may, of course, be limited by the
reduced availability of funds.
FACTORS LIMITING AVAILABILITY OF
EXTERNAL FUNDS
Realization of the increased business de-
mand for external funds may be limited
by two recent developments which tend to
reduce the availability of business credit.
One reflects the change in Federal Reserve
open market policy early in March, which
introduced an element of uncertainty into
the calculations of both borrowers and lend-
ers. Since that time financial institutions
have been less willing to sell United States
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Government securities in order to buy cor-
porate securities or extend business loans.
The other is the Voluntary Credit Restraint
Program under which many financing insti-
tutions are acting to discourage the granting
of loans and the purchase or flotation of
security issues where the proceeds may be
used to finance activities not essential to the
defense effort.
The extent to which capital market con-
ditions have changed since early March is
reflected by the higher yields on long-term
bonds, as shown in the chart. Yields on high-
grade corporate bonds rose from an average
of 2.66 per cent for the week ending February
10 to 2.89 for that of May 12, an increase of
23 percentage points. In response to chang-
ing conditions in the long-term capital mar-
ket, a number of corporate bond issues have
been postponed or cancelled, while others—
originally offered at yields that were not
sufficiently attractive to investors—have been
repriced to provide higher rates of return.
BOND YIELDS
WEEKLY
HIGH-GRADE \ 1 /—
MUNICIPAL V~v /
1948 1949 1950 1951
Latest figures plotted are for the last week of April.
Source.—Corporate, Moody's Investors Service; U. S. Gov-
ernment, U. S. Treasury; Municipal, Standard and Poor's
Corporation.
While the recent increase in Government
security yields has diminished the incentives
for savings institutions, such as life insur-
ance companies and mutual savings banks,
to sell Governments in order to reinvest
funds in mortgages and corporate securities,
their prospective excess of receipts, including
maturities and amortization payments on
Joans outstanding, over disbursements will
provide them with a substantial volume of
funds to be invested during 1951. With
the higher yields now prevailing on cor-
porate securities, the tendency will be—as
the current backlog of mortgage commit-
ments is reduced—to shift their future invest-
ments from real estate mortgages to busi-
ness loans and securities. Since many of
these financing institutions are participants
in the Voluntary Credit Restraint Program,
it may be assumed that such a shift in their
investment will be directed toward meeting
the financing requirements of concerns en-
gaged in defense and defense-supporting
activities.
Program of Voluntary Credit Restraint.
While monetary policy has been directed
toward curbing further expansion of credit
in general, the Voluntary Credit Restraint
Program is directed more specifically toward
limiting expansion of nonessential credit. Sec-
tion 708 of the Defense Production Act of 1950
authorizes the President to encourage financ-
ing institutions to enter into voluntary agree-
ments and programs to further the objectives
of the Act by restraining unnecessary credit
expansion. The Board of Governors, to
whom the President's authority over financ-
ing institutions was delegated, has established
in cooperation with representatives of such
institutions a Voluntary Credit Restraint
Committee. One of the primary responsi-
bilities of this Committee is the formulation
of criteria for distinguishing between essen-
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tial and nonessential credit.
Thus far the Committee has issued two
bulletins relating to business capital and
credit: one covering the granting of credit
to finance inventory accumulation; the other
dealing with the supplying of funds to
finance capital expenditures. In the latter
the Committee emphasized that in a period
of inflationary pressures, such as the present,
great care should be exercised by financing
institutions in extending credit for invest-
ment purposes where such credit does not
tend to increase output essential to the de-
fense program, and that business savings not
spent on plant and equipment should be used
to meet working capital requirements,
thereby reducing the need for bank loans
and other credit.
GOVERNMENT FINANCIAL AIDS
To the extent that the funds required
for essential plant expansion and working
capital are not forthcoming from private
sources, the Government may be expected to
meet such needs. Thus far in the defense
program, Government financial aid to pri-
vate business concerns has taken the forms
of (1) guaranteed commercial bank loans
(2) prepayments and advances on defense
contracts and (3) direct loans.
Drawing on its World War II experience,
the Government in the Defense Production
Act of 1950 authorized the guarantee of
credits extended for defense purposes by
private financing institutions. Under this
provision of the Act the Board of Governors
of the Federal Reserve System—designated to
handle the program—reinstituted its Regula-
tion V. While the Act provides for guaran-
teed financing of productive facilities as well
as working capital requirements, the majority
of the agencies participating in the program
have announced that they will limit their
guarantees primarily to working capital
credits.
With respect to the financing of plant and
equipment expenditures through direct Gov-
ernment loans, the only provision made thus
far is that contained in Section 304 of the
Defense Production Act of 1950, which
authorizes agencies of the Government to
lend up to a total of 600 million dollars out-
standing at any one time, and to expend an
additional 1.4 billion dollars, if and when
appropriated, to finance the development
and/or purchase of essential resources and
the expansion of essential productive ca-
pacity.
To date financing under these programs
has not achieved significant proportions. As
of April 30 a total of 327 guaranteed loans,
amounting to 422 million dollars, had been
approved, while 31 loans for a total of 60
million had, as of May 4, been certified by the
Defense Production Authority for disburse-
ment by the Reconstruction Finance Cor-
poration, which acts as fiscal agent for the
delegate agencies. Information available on
the current status of contract advances and
prepayments indicates that the amounts in-
volved to date have been relatively small.
Emphasis on private financing of defense
plant expansion contrasts sharply with that
of World War II, when nearly three-fourths
of the 23 billion dollar investment in defense
facilities was both financed and owned by
the Government. Considering the present
emphasis on enlargement of productive
capacity in such basic industries as steel, non-
ferrous metals, and petroleum, as contrasted
with the World War II emphasis on spec-
ialized armament production facilities, it
seems unlikely that the Government will
undertake the financing and ownership of
plant and equipment on a large scale. On
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the other hand, should direct Government
lending, or ownership of facilities, prove nec-
essary to the realization of current defense
production objectives, the Government's role
in this field might be expanded.
CONCLUSION
Large business investment in new plant
and equipment and inventory during a pe-
riod of heavy inflationary pressures has con-
fronted the monetary and credit authorities
with the necessity for action designed to di-
vert capital and credit from nondefense to
defense uses, and wherever possible to curb
the availability of credit for nonessential or
deferrable productive facilities and inventory
expansion. Many concerns have already com-
mitted themselves through construction con-
tracts and equipment orders to capital ex-
penditure programs involving substantial
amounts of money. There are others, how-
ever, whose programs are still in the planning
stage; to the extent that external sources
might be relied upon to finance such outlays,
the cumulative influence of various restric-
tions on the availability of credit may oper-
ate to curtail their investment plans. The
Controlled Materials Plan, which is sched-
uled to begin operation on July 1, by supple-
menting existing restrictions on the use of
materials, will also act to curtail some non-
defense plant construction and equipment
programs.
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